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EDITORIAL DEPARTMENT NOTE 


Reference to the Complete Topical Index of N. A. C. A. pub- 
lications will show that the Association has in the past published 
relatively little on the subject of taxation. No doubt this has 
been due to the feeling that taxes are more a matter of financial 
than of industrial accounting. Recently, however, the industrial 
accountant has been brought much closer to taxation problems. 
T. D. 4422 with its requirements for the depreciation of fixed 
assets made the industrial accountant keenly aware of the effect 
of taxation on this portion of his field of endeavor. More re- 
cently the Social Security Act and the accounting problems con- 
nected with payroll taxes have engaged the attention of indus- 
trial accountants. That these are not the only tax matters now 
engaging the attention of our members is most forcefully demon- 
strated by the first article in this ~—e of the Bulletin. 

The author of this article is J. S. Seidman, Partner of the 
aw accounting firm of Seidman & Seidman, who is both a 
C. P. A. and an attorney-at-law. Mr. Seidman holds degrees 
from New York University, Fordham University and St. Law- 
rence University. He is the author of several articles on ac- 
counting and taxation, is Chairman of the National Tax Com- 
mittee of the Young Men’s Council and was appointed by Gov- 
ernor Smith and Governor Roosevelt as a New York delegate 
to the National Tax Association Conventions. 

There is another angle from which the accountant is inter- 
ested in taxes. Should income taxes be considered a distribution 
of net profits after the profits are determined, or should they 
be considered a part of the cost of doing business and thus enter 
into our cost calculations? This is the question discussed in our 
second article. The author of this article is George M. Arisman, 
Controller of the Armstrong Cork Co. Mr. Arisman graduated 
from Pennsylvania State College in Industrial Engineering in 
1918, and subsequently studied accounting, banking and finance 
with La Salle Extension University. Since graduation from 
college he has been employed by the Armstrong Cork Co. in 
positions involving production, engineering, auditing and yA 
counting. Appointed Assistant Controller of his company 
1930, he was advanced to the position of Controller in 1932. Mr. 
Arisman has been most active in the affairs of the Association. 
During 1934-35 he served as President of the Reading Chapter 
and since that date has been a member of the National Board. 
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TAXES—COST ACCOUNTING’S BEST SALESMAN 


By J. S. Seidman, Partner 
Seidman & Seidman, New York, N. Y. 


Sama truly partake of a Jekyl and Hyde nature. In their 

own domain, taxes are probably more cussed and discussed 
these days than any other governmental problem. In their col- 
lateral bypaths, however, taxes are accepted and sometimes hailed 
reverently as a cure for all manner of ills—among some of the 
sciences, for example. Taxes are acknowledged in the sociological 
field as being a powerful instrumentality for regulating or for 
accentuating class consciousness. Penology has fallen back on 
taxes as a means of apprehending criminals where all else has 
failed. Economics looks to taxes as a forceful lever in redistribu- 
tion of purchasing power, a brake or accelerator on prices, and a 
subtle policeman in corporate finance. 

But if genuflection be the order of the day before the ill wind 
or Great God Brown (as the case may be) of taxes, the knee 
should be bent deepest by accountancy. In a colloquial, but not 
flirtaticus sense, taxes, and particularly income taxes, have gone 
a great way to “make” accounting. Before the advent of the 
Sixteenth Amendment, accounting and business hardly knew of 
one another’s existence, nor how or why they ought to become 
friends. However, when the concept of net income was put on 
the statute books and a heavy toll, by reason of the war-tax rates, 
laid on the price of miscalculation or insupportable calculation, ac- 
counting and business recognized in one another such magnetic 
forces that the two have ever since marched down the years 
almost like Siamese twins. To be sure, accounting has more bows 
to its string than aid in the formulation and maintenance of the 
necessary records for tax determination; but it would be hard to 
deny that the full fragrance of the accounting flower might never 
have been realized had not the appealing aroma of the tax petals 
first established itself. 

The wonders that taxes have thus wrought for general account- 
ing, they now bid fair to do for the specialized segment of cost 
accounting, and via the same route, namely, making it costly not 
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to know costs. Until recently, the dominant and perhaps exclu- 
sive note of formidable taxes was on net profits in the totalitarian 
approach. The essential ingredients and items for computation 
were total gross income and total cost. This information general 
accounting readily yielded up with flourishing consequences to 
itself as already mentioned. Of late, however, the design of 
some important tax statutes has been such as is calculated, un- 
wittingly or otherwise, to bring cost accounting into its own, in 
that the statutes make the determination of item or unit cost a 
prerequisite to compliance. Illustrative material may be drawn 
from several of the fiscal measures. Lest, however, the corrobora- 
tive details become boresome and profligate in their call upon 
time and space, attention will be focused upon two tax provisions 
that are harbingers of more widespread acceptance of cost ac- 
counting gospel. One will be drawn from the field of income 
taxes and the other excise taxes. The former is more euphemisti- 
cally called the windfall tax or tax on unjust enrichment. The 
latter is more concretely described as the tax on the sale of furs 
by the manufacturer. The income tax example is a sequel to the 
invalidation of the AAA processing taxes. The excise tax is a 
heritage of the old luxury and nuisance taxes. We'll now call 
the first witness to the stand—Title III of the Revenue Act of 


1936. 
Illustration Number One—The Windfall Tax 


We here have a tax that is not to be sneezed at, considering 
that it aims to direct into the Treasury coffers eighty per cent of 
the net income from certain sources. The costing principle comes 
into play because the income is confined to certain sources rather 
than subsuming all sources. The delineation and general mode 
of measurement are prescribed in the first instance by the statute 
itself. The idea is to find out the extent to which “profit” was 
made by reason of the fact that AAA was commissioned to the 
great beyond by the United States Supreme Court. This profit, 
from the standpoint of the vendor of articles to which AAA dur- 
ing its fleeting existence did apply (or thought it did), is regarded 
as the amount of the AAA tax that was passed on to the buyer 
but never paid by the seller. The problem therefore narrows 
itself to the ascertainment of the amount of such shift. 
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The law paves two avenues of approach. First is the presump- 
tive determination. We'll let it speak in its own words: 
“Sec. 501(e) * * * the extent to which the taxpayer shifted to others 
the burden of a Federal excise tax shall be presumed to be an amount 
computed as follows: 
(1) From the selling price of the articles there shall be deducted 
the sum of (A) the cost of such articles plus (B) the average margin 
with respect to the quantity involved; * * *.” 


We are now in familiar territory for cost accounting, though 
somewhat novel for tax accounting—cost and margin with respect 
to particular articles. Recognizing the generality of these terms, 
the law then brings them down to the particular soil it intends 
to cultivate, by defining the terms. Here is the lexicon in so far 
as pertinent: 

“Sec. 501(f) As used in this section— 

(1) The term ‘margin’ means the difference between the selling 
price of articles and the cost thereof, and the term ‘average margin’ 
means the average difference between the selling price and the cost 
of similar articles sold by the taxpayer during his six taxable years 


preceding the initial imposition of the Federal excise tax in question 
*** 


(2) The term ‘cost’ means, in the case of articles manufactured or 
produced by the taxpayer, the cost to the taxpayer of materials enter- 
ing into the articles; or, in the case of articles purchased by the tax- 
payer for resale, the price paid by him for such articles * * *.” 


It will be noticed that of the holy cost trinity of materials, labor 
and overheard, two are eliminated by major amputation and only 
the “materials” part retained. That of course simplifies the prob- 
lem somewhat (although the cost of materials may in itself in- 
volve labor and overhead). 

The hand or vision of a cost accountant is then seen in a pro- 
vision that follows, and that addresses itself to the famous first-in, 
first-out principle of costing. Strange sight this in a tax law. 
(It looks more like a page from a cost accountant’s bible.). But 
here it is: 

“Sec. 501(g) In determining costs, selling prices, and net income, the 
taxpayer shall, unless otherwise shown, be deemed to have sold articles 
in the order in which they were manufactured, produced, or acquired.” 


Thus far we have dealt with one of the two paths in attacking 
the problem, namely, the presumptive method. The law, however, 
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does not close its eyes to the actualities. Instead, it opens the 
door to both the government and the taxpayer to rebut the pre- 
sumption by adequate proof, and in the category of such proof, 
the following is included: 
“Sec. 501(i) (1) Proof that the change or lack of change in the margin 
was due to changes in factors other than the tax. Such factors shall 
include any clearly shown change * * * in costs of production.” 


The last phrase is of course the bull’s-eye of cost accounting. 
Taxpayers who have sold short on cost accounting systems, or 
who have been indolent or sloppy on the subject, are likely to 
feel sore at heart if they are called upon to pay tax tribute that 
they have reason to believe could have been considerably scaled 
down if they had paid more favorable attention to an adequate cost 
accounting installation. True it is that this particular Act has 
vitality now only with regard to transactions already consum- 
mated, so that the beckoning of cost accounting may be partly 
offset by the psychology regarding spilled milk. However, these 
things are bound to make their impress on the executive mind. 
Though striking directly at the AAA situation, the Act is general 
in terminology and is designed to separate vendors from eighty 
per cent of similar “profits” should the fate that hit AAA be 
dealt any other excise taxes. Lightning struck once. It is likely 
to repeat its blow. Intuitively impelled by this reasoning to fore- 
stall being caught short or unprepared again, more room is likely 
to be provided and more serious attention given in the organiza- 
tion structure to cost accounting as a matter of good business, 
even though the computative frills and fanciés that many indus- 
trialists envision at the mention of cost accounting may have thus 
far branded it as a pestilential nuisance. 

Perhaps we have had enough from this witness, at least as a 
starter, so that we may proceed further with the development 
of the case through the testimony that will be adduced by the 
stellar performer—the excise tax on fur sales. 


Illustration Number Two—Sales Tax on Furs 

If the blindfold test of cigarette fame were applied to the fol- 
lowing and the candidate (a cost accountant) asked to indicate 
the nature and source of the material, what would likely be the 
answer? 
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“The cost of the fur set consists of the net purchase price exclusin 
of the tax on the fur trimming included therein. 
The cost of the cloth shell consists of : 
1. The net cost of the cloth used in making the shell ; 
| 2. Thread; 
3. An allocated part of the expenses and losses incident to the 
handling of the cloth, namely, the shrinkage, sponging, mill damage, 
net remnant loss, incoming freight and express, and cartage to con- 
| tractors ; 
| 4. The cost expended for direct labor in making the cloth shell, 
that is, cutting of cloth, operating on cloth shell, and underpressing, 
pressing and finishing on cloth shell prior to its assembly with the 
lining or the fur; and 

5. An allocated part of the factory overhead. For this purpose the 
factory overhead includes all expenses which, under recognized cost 
accounting principles, come within the classification of factory over- 
head, such as, expense of designing department, purchase of models, 
expense of sample tailors, factory storeroom, rent, light, heat, and 
power for the factory, etc. 

In computing the cost of the cloth shell, the expenses and losses 
incidental to the handling of the cloth shall be allocated on the basis 
of the total quantity of cloth used during the season in the manufacture 
of all garments, whether fur-trimmed or not. Thus, the total of such 
incidental expenses and losses for the season shall be divided by the 
number of yards of cloth used during the season to determine the 
amount of the handling cost per yard. The allocation of such inci- 
dental expenses and losses to the cloth shell shall then be made by 
multiplying the number of yards of cloth used in making the cloth shell 
by the amount of the handling cost per yard. 

In apportioning the factory overhead to the cost of the cloth shell, 
the factory overhead shall first be determined upon a ‘per garment’ 
' basis. That is, the total amount of the factory overhead for the season 

shall be divided by the total number. of all garments, whether fur- 
trimmed or not, produced during the season. The factory overhead 
‘per garment’ so determined shall then be allocated to the cost of the 
cloth shell in the ratio or percentage that the direct labor expended 
upon the cloth shell bears to the total direct labor expended upon the 
completed garment.” 


The chances are dollars to doughnut holes that the reply would 

be that it is either a paper or text on cost accounting in the fur 
industry, or a trade association manual on uniform costing, or 
the like. Certainly the truth, that it is a segment of tax regula- 
tions promulgated by the Treasury Department in connection 
with a revenue statute, would be in a remote corner of conscious- 
ness, if there at all. 
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This fiscal excursion into the wiles (or wilds) of cost account- 
ing principles comes about in this way: Section 810 of the Rev- 
enue Act of 1936 levies a three per cent tax on the sale by manu- 
facturers of articles made of fur or of which fur is the component 
material of chief value. Furs are very prolifically used as trim- 
mings on cloth garments. In order to determine whether such 
fur-trimmed garments are taxable, it becomes necessary to know 
the respective costs of the fur-set and of the cloth shell. (The 
lining shell and findings may be ruled out of consideration since 
their cost is generally less than the cloth shell.) If the fur set is 
of the higher cost, the tax applied to the full sales price of the 
garment. If the cloth shell is the “tops” in cost, there is no tax 
liability at all. Hence the government’s interest in costs and 
proper cost accounting. Hence also, the regulations just quoted. 

“But we aint seen nothin’ yet.” The regulations continue on, 
and how! They begin to develop steam in their rush to cost- 
accounting alley, through the following: (All of this is set forth 
because it is believed that though furs are here being dealt with, 
there is a transcendental quality of interest that might well attract 
all lines of costing endeavor.) 

“Ordinarily, the cost of the cloth and of the direct labor used in 
making the cloth shell are ascertainable at any time but the incidental 
costs for handling the cloth and the allocation of the factory overhead 
expenses can not be determined or made until the end of the season, 
or in most cases until after the completed garment has been sold. For 
that reason and since fur-trimmed garments, if taxable, are to be sold 
on a ‘tax-extra’ basis, it is necessary to make a tentative determina- 
tion of the taxability of fur-trimmed garments. Such tentative deter- 
mination of taxability may be made in accordance with the following 
formula: 

The taxability of fur-trimmed garments shall be determined tenta- 
tively by comparison of the actual net cost of the fur set with a tenta- 
tive cost of the cloth shell computed: 

1. On the basis of actual costs for the current season with respect 
to the currently ascertainable items, or the cost of the cloth and the 
direct labor used in making the cloth shell, and 

2. On the basis of the actual costs for the last completed season 
with respect to the items not currently ascertainable, or the inci- 
dental handling costs of cloth and the factory overhead expenses.” 


Then comes the pay-off—a cost sheet and mode of calculation 
sponsored by the tax gatherer. Here it is: 
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“The foregoing tentative determination of taxability must be made 
with respect to each style of fur-trimmed garment in production dur- 
ing the current season. For that purpose a comparison sheet shall 
be made for each style as follows, which sheet must be filed with the 
permanent cost records: 


Cost of fur. 
Cost of cloth shell. 
1. Net cost of cloth (....yards @.... per yard) $.......... 
3. Allowance for handling cloth as computed in 


Schedule A on the basis of the handling 
costs for the last completed season (.... 


. Direct labor: 


Finishing on cloth shell prior to assembly 
Underpressing and pressing on cloth shell 
prior to assembly with lining or fur.....  .......... 


9. 


. Allowance for overhead: 


a. Factory overhead per garment pro- 

duced during last completed season as 

computed in Schedule B.......... 
b. Total direct labor applying to this style 

and number as computed on style sheet 

c. Percentage of direct labor on cloth 

shell to direct labor on garment (No. 6 

d. Overhead applicable to cloth shell 


* Current season. 
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The end has not yet been reached. The details of the technique 
to be applied find further coverage and official auspices in the 
following : 


“In accordance with the above-stated formula, the costs for the 
cloth and direct labor to be entered on the comparison sheet shall be 
determined by the actual costs for the current season while the al- 
lowance to be made for the cost of handling cloth and for the factory 
overhead shall be determined by the actual costs of those items for 
the last completed season. The computation of the cost of handling 
cloth per yard and of the factory overhead per garment for the last 
completed season shall be made on separate schedules as follows, 
which schedules must also be filed with the permanent cost records: 


Schedule A. 
Computation of cost of handling cloth for the season’............. 


1, Expenses chargeable to handling cloth: 
Incoming freight and express on cloth... .......... 
Cartage on cloth to contractors........ 


2. Total expenses chargeable to handling cloth A Cee 


3. Total number of yards used during the season in the 
manufacture of all garments, whether fur-trimmed or not ............ 


4. Handling cost per yard (No. 2 divided by No. 3)........ iss cucgtawes 


Schedule B. 


Computation of factory overhead for the season*.............. ee 
1. Factory overhead expenses (that is, all ex- 
penses which, under recognized principles ' 
of cost accounting, come within the classifi- ° 
cation of factery overhead, such as—ex- 
pense of designing department, purchase of 
models, expense of sample tailors, factory 
storerooms, rent, light, heat, and power for 
the factory, etc.) (List each item accord- 
ingly as entered on books) : 


3. Total number of garments produced during the season 
(include all classes, whether fur-trimmed or not)..... 


4. Overhead per garment (No. 2 divided by No. 3)........ Di cccwiesvens 
* Last completed season. 
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And now by way of wind-up we have this grand finale that 
puts the entire industry at the feet of cost accounting: 
“The foregoing principles and procedure are subject to the fol- 
lowing conditions : 

1. The cost elements to be used in determining the taxability 
of fur-trimmed garments must be substantiated by clear and 
accurate accounts and records. 

2. Any item included in the cost of the cloth shell for tax pur- 
poses but not substantiated by the accounts and records will not 
be regarded as part of such cost.” 


Plaintiff rests! When costs become not merely a piece of in- 
teresting information, a price and profit determinant or basis for 
executive action, but more formidably the sine qua non in the 
establishment of tax liability, so that going without may mean un- 
necessarily feathering the Treasury nest, can the universality of 
acceptance in industry of cost accounting, nay even an affirmative 
irresistable demand for it, be very far away. The most vocal 
proselyting, the most alluring educational material, the most ap- 
pealing record of accomplishments, could hardly serve to put 
across what cost accounting has to “sell” to industry with any- 
thing like the effectiveness of this demure little tax statute and 
its companionate regulations. 


Other Considerations 


It will be recalled that what we have been reviewing was purely 
illustrative. Taxes have not bestowed their favor or wreaked 
their vengeance, from a cost accounting standpoint, solely upon 
AAA processors or the fur industry. Several others are in pari 
passu, as the lawyers say. The shipbuilding industry, for ex- 
ample, runs smack up against the necessity of cost accounting by 
virtue of the provisions of the Vinson Act, requiring profits in 
excess of ten per cent of the contract price in connection with 
certain government contracts, to be paid into the Treasury. Fur- 
thermore, we have not reached the end of the world yet, nor the 
end of Congressional ingenuity in enlarging on the field of tax- 
able subject matter. It is reasonable to conclude, therefore, that 
only small beginnings have been made on the tax path that leads 
to cost accounting’s door, and that conversely, big things are 
ahead for tax-nurtured cost accounting expansion. 
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Lest cost accounting heap all its praises on taxes and leave 
the cupboard bare for other deserving contributors, it is only 
appropriate that at least mention, if not more worthy acknowledg- 
ment, be made of the role that legislation generally has been 
playing, and undoubtedly will continue to play, in giving cost 
accounting a royal send-off. Certainly NRA blew the trumpet 
good and loud through the many codes that contained price and 
cost provisions. The Robinson-Patman Act is also no slouch in 
espousing the cause of cost accounting. To the contrary, that 
Act tells industry that it is primarily through differentials sup- 
ported by cost accounting that the strait jacket of price uniformity 
may be relaxed. And so homage must be paid these non-tax 
measures as well. However, with the American, if not universal, 
instinct and zeal for appropriately minimizing tax liability, the 
revenue provisions and their periodic call for part of industry’s 
bank balance are in the last analysis the sure pivots that will 
induce business to sit up and take notice of the fulcrum of cost 
accounting. 

It would be a sad and sordid situation indeed if we egged taxes 
on merely because they might leave in their wake the expansion 
of cost accounting. It would be equally unfortunate if our glee 
were over the quantitative augmentation in the ranks of cost 
accounting that flowed from taxes rather than the opportunity 
such development afforded for qualitative crystallization and 
growth. There are many battles yet to be fought on the fields 
of cost accounting, many principles to be aroused from the 
amiable equivocation, that gives victory to both sides. Larger 
standing armies (of cost accountants) may provide the needed im- 
pact with industry and the needed research to bring about decisive 
results. It is therefore comforting to know that if we must have 
taxes—and pity the misguided soul who undertakes the negative 
of that proposition—they are at least draped in a silver lining 
that may tend to bring back to industry in cost accounting values 
as much or even more than industry is called upon to pay in 
monetary values. Whatever may be the status of the equation, in 
the organization chart of cost accounting, taxes must be set down 
as Sales Manager, acting and elect, par excellence. 
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FEDERAL AND STATE INCOME TAXES AS AN 
ELEMENT OF COST 


By George M. Arisman, 
Controller, Armstrong Cork Co., Lancaster, Pa. 


— subject of income taxes as an item of cost is more import- 

ant at this date than at any other time in the history of income 
tax laws. This is due to the need on the part of the federal and 
state governments for finding means of securing sufficient income 
to offset the constantly growing deficit of these governments. It 
is important that all corporations and business men give some 
thought to ways and means of securing sufficient earnings to pay 
the present taxes and those that may be levied in the future, and 
at the same time retain a satisfactory amount of earnings such 
as may be required for the present and future sound economic 
existence of all business. 

In order that earnings may be sufficient, not only to meet the 
growing demands for taxes, but in addition thereto to provide 
an adequate return to the stockholder and to further protect his 
interests by leaving an ample reserve in surplus to place the busi- 
ness on a sound economic basis, it is proposed that income taxes, 
both federal and state, be included as an element of cost. 


The Need for the Inclusion of Income Taxes in Cost 

The necessity for including income taxes in cost and at the 
same time in the selling price to the consumer, in order that suffi- 
cient net income may be available to pay all taxes, is clearly shown 
in the statistics on page 386, which were prepared by the Na- 
tional Industrial Conference Board and published in their Bulletin 
of March 20, 1934. 

This table covers reports on income from 89,085 manufactur- 
ing corporations, of which over 80,000 reported on assets and 
liabilities. This group represents gross sales of approximately 
98 per cent of the total of all manufacturing corporations in this 
country. These statistics show that the highest per cent of 
profit was made in 1929 when 9.6 per cent was earned on total 
book capital before the payment of income taxes. The net in- 
come after payment of income taxes amounted to 8.6 per cent, 
or in other words, it required one per cent of the total book capital 


385 


— 
' 
| 
i 


December 1, 1936 


N. A. C. A. Bulletin 


Sjasse JO Buij10da1 , 


ZI 92 TO 90 
zy 
97 09 98 96 
v6 6T 09 62 06 
08 60 vs £9 
96 vz ss 64 16 
49g quay 42d quay 49g 40g 49g 
2606 yoog yoog o% yoog yoog 
yoo, 0; pwd 4ajfo snjdang PULOIUNT a4ofaq 


1€61 -9261 “IVLIdVD OL LIDIAAd AO 
SONINUVA dO OILVA 


| 
| 
B53 
| 
* 
i 


December 1, 1936 N. A. C. A. Bulletin 


to pay the federal income taxes of that year. The earnings be- 
fore the payment of income taxes over the period from 1926 to 
1929 inclusive were slightly lower than those earned during the 
year 1929, while the years 1930 to 1932, inclusive, showed defi- 
cits. It is a known fact that during the years 1933 to 1935 the 
earnings did not average those of the period 1926 to 1929. 

This same group of statistics shows that the dividends from 
1926 to 1931 inclusive in relation to book capital, averaged less 
than five per cent. The dividends for 1931 to 1933 inclusive were 
paid out of surplus created from earnings of prior years. Cor- 
porations continued to pay dividends in some cases in 1932 and 
1933 although they did not earn them, and in extreme cases 
dividends were paid through the entire depression period to 
1936, even though they were not earned. If statistics were avail- 
able showing the dividends to stockholders through the period 
1928 to 1935 inclusive, it would be found that the return to the 
investor would be a great deal less than five per cent as indi- 
cated by the figures from 1928 to 1933 inclusive. This analysis 
indicates that the return on the stockholder’s investment is in- 
adequate and not economically sound. While the blame for lower 
earnings to the investor can be laid only in part to income taxes, 
it is evident that when a portion of the investor’s net income, 
equivalent to one per cent of the total book capital, is required 
for the payment of the income taxes of the business, some measure 
should be taken whereby this amount can be retained for the 
business as net income, to either be added to the net cash return 
to the stockholder as dividends or to remain in the business to 
provide more adequately for the future. The same chart pro- 
duced by the National Industrial Conference Board shows that 
the additions to surplus during 1926 to 1929 inclusive were very 
modest, and that the deductions for dividends during 1930 to 
1933 inclusive showed deductions from the surplus account which 
depleted surplus in many cases so as to make the business eco- 
nomically unsound. From the foregoing analysis one would 
conclude that the return on invested capital to the stockholder 
and to business is too low and that some means should be taken 
to increase the earnings of the business. If income taxes were 
included in cost and secured from the consumer in the sales price, 
this would make a substantial contribution to the earnings. 
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The Tendency to Pass Taxes on to the Consumer 


The table on page 388, issued by the National Industrial 
Conference Board on July 10, 1935, shows the growing tendency 
of passing taxes on to the consumer through the establishment of 
sales taxes. 

In addition to sales taxes, we have been confronted with pro- 
cessing taxes during the past few years. These taxes were passed 
on to the consumer in many cases because they were contained in 
the price of materials where one manufacturer created the ma- 
terials and sold them to another, who in turn further fabricated 
the product or article into a finished product for sale to the con- 
sumer. These processing taxes were included in costs and eventu- 
ally found their way to the consumer in the sales price. It is 
believed that Social Security taxes are being included in costs and 
are contained in the total cost on which sales prices are set. 

Here are three outstanding examples where the tendency has 
been, and is, to pass taxes along to the consumer. In view of 
inadequate returns on total capital invested and the growing 
tendency to pass taxes along to the consumer, it is proposed that 
federal and state income taxes should be included as an item of 
cost and that selling prices should be based on costs, wherever 
possible, with this element of cost included. 


Need for More Adequate Return on Capital Invested 


In reality, all investors are concerned about the return on the 
capital invested. With few exceptions, business is in existence 
to return a profit on the capital invested. Management recognizes 
today, more than at any other time in the history of business, 
that a satisfactory return in the form of profits must be made 
in order to give the investor a reasonable return on his money, 
and that a certain amount of profits must be added to surplus 
over a period so that the corporation’s life existence may be 
assured and the organization kept intact during periods of eco- 
nomic stress. During the past depression years we have learned 
that the life existence of corporations, and in fact their economic 
structure, depends upon the amount of surplus available to carry 
through these periods. The growing tendency towards social 
and security measures for humanity demands that corporate 
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surplus be greatly increased in order that the requirements in 
this respect may be met in poor years and that the life of business 
be given a chance to continue so that this part of our national 
economic structure may withstand the conditions which may 
confront it. The assurance of the continuance of our economic 
structure depends upon the ability of business to show a reasonable 
and adequate return on invested capital for the investor and for 
the life continuance of business itself. 

Management, through control, has turned its attention to fixing 
this reasonable and adequate return on invested capital by de- 
termining the amount of profit it should net on its capital invested. 
During the past few years corporation executives have learned 
that the place to start the management of their affairs is with 
the amount of capital over which they are stewards. Conse- 
quently, there has been much progress made in the control and 
analysis of investments, so that a clearer picture is available of 
their task in connection with the procurement of a reasonable 
and adequate return to stockholders on the capital for which the 
management is responsible. 


Basis for Calculating Income Taxes Has Led to Error in Their 
Treatment 


It is unnecessary to go into detail concerning the technique of 
control which may be set up to accomplish this end, except to 
say that taxes are an important part of the procedure in that they 
are a part of the expense which must be considered before such 
net profits can be determined. Such taxes as property, state, 
county and city have long been recognized as an element of cost, 
but federal and state income taxes have been considered as a de- 
duction from profits before transfer of such to surplus. It has 
been accepted that the proper procedure was to deduct these in- 
come taxes from profits and, although no good reason exists for 
doing this, it is a natural outgrowth from the establishment of 
the basis for determining such taxes. 

Federal and state income taxes are based on net profits before 
such profits are transferred to surplus. Since the federal govern- 
ment, as well as state governments, has devised this means of de- 
termining the amount of revenue to be paid by corporations, such 
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method of handling that item has been accepted from an accounting 
viewpoint. 
Methods Available for Including Income Taxes in Selling Price 


The point has now been reached where the question may be 
properly asked, “What method shall be used to pass the federal 
and state income taxes as an item of expense to the ultimate con- 
sumer?” There are two methods available: first, that the selling 
price be set at that point where such taxes will be included in the 
difference between selling price and cost; and second, that these 
taxes be considered as an item of cost. 

The first method, namely, to set the selling price at a point 
where such taxes are included, is a haphazard one. The selling 
price of any item may be set so as to cover all items of cost by 
rule of thumb method. All cost items might thus be covered in 
the selling price, but this would result in an uncertain procedure 
of cost and price finding. 

Federal and state income taxes have become a factor in cost in 
the same manner as have interest on funded indebtedness, depre- 
ciation, taxes of one sort or another (property, capital stock, 
processing, state and municipal) and other items comprising the 
cost of doing business. By including income taxes in cost the total 
cost will be available as the basis of fixing prices which will per- 
mit of a reasonable and adequate profit. It is true that such a pro- 
cedure will increase the price to the consumer, but this item in the 
great majority of cases will not of itself be of sufficient relative 
importance to affect the price structure of a particular commodity 
in the industry. Where it does, the price structure is often largely 
governed by the economic law of supply and demand, which in 
turn will tend to reduce the margin of profit and affect the amount 
of income tax to be considered in costs and the amount of profit 
to be expected in that particular industry. 

It may be argued that the inclusion of income taxes as an ele- 
ment of cost will handicap the business which is making a profit 
and work to the advantage of those which are not on a profitable 
basis. This is no argument against the method as all business, with 
few exceptions, is in existence for the purpose of producing a 
profit. If there are those in an industry who are in such circum- 
stances that they cannot produce profits because of factors over 
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which they do or do not have control, this is aside from the prob- 
lem as to whether they should or should not include income taxes 
as an item of cost. The problem of the executives of those corpo- 
rations is to put their house in order so that their business is com- 
petitive and can produce profits. When they do, they are subjected 
to pay income taxes in the same manner as any other business in 
the industry which is making a profit and paying income taxes. 
The responsibility of all management is to earn reasonable and ade- 
quate profits after income taxes, and it behooves that management 
which is not doing so to bring about a change which will put its 
business in the class of successful and economically sound enter- 
prises. 


Methods of Including Income Taxes in Cost 


How shall income taxes be added to costs? This is a logical 
question and one on which there can be much difference of opinion. 
The answer to this question depends in part on whether the busi- 
ness for which costs are being determined controls its operations 
through a budget and a standard cost system or without such 
methods. 

Where a manufacturing or retail business operates on a budget 
and standard costs, the amount of net earnings expected is care- 
fully forecast. By computing the income taxes to be paid on this 
forecast, the amount to be added in costs is available and may be 
included in costs in the same way as a normal amount to be pro- 
vided for bad debts and current contingencies such as missing in- 
ventory, variations in price of raw, materials, losses and ob- 
solescence in process and finished stock, the actual charges for 
which are not known at the time of building the annual budget and 
the cost standards. 

Where budgetary control and standard costs exist, care must be 
exercised in determining the amount of income tax which is to be 
included in costs at varying volumes. Standard costs, covering 
manufacturing costs, distribution costs, commercial costs, current 
contingency provisions and “other cost” items, are set at a normal 
operating point. All burden of whatever nature should be absorbed 
at some normal point of operation. The process of setting standard 
costs fixes the point of normal burden absorption for each business, 
product and operation. Before this norma! burden absorption point 
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in standard costs can be fixed, it is necessary that a normal sales 
volume be forecast for the business and for each product. From 
the forecast of normal sales volume by products, the normal activ- 
ity of each operation can be determined in order that this forecast 
volume may be produced. These activities for a business, prod- 
ucts and operations, represent the normal burden absorption point 
at which standard burden is fixed. 


From the normal sales volume, the standard cost for material 
and labor and the standard burden at the normal production and 
sales activity point, including current contingency items of cost, 
et cetera, the net profit at normal sales volume can be determined. 
A tentative dividend policy having been planned, the income tax 
on profits at the normal sales point can then be calculated, includ- 
ing the surtaxes, after which these total taxes can be applied to 
products as a standard and included (in the standard cost of that 
product) with all other items of cost. 


Income taxes are not fixed costs, but variable ones, dependent up- 
on the amount of profit made at varying sales and production vol- 
umes. To determine an estimated actual cost at any volume, it is 
necessary to determine the amount of the income tax at that point 
and include this with all other estimated actual costs at this given 
volume of sales and production. 


Prices should not necessarily be fixed on actual costs as these 
may be such that competition cannot be met, and such a procedure 
would be detrimental to the life of the enterprise. However, when 
actual sales volume and actual production reach the point of the 
normal sales and production volume, then actual and standard costs 
should be one and the same thing. Sales prices should be fixed on 
standard costs, relative to prices fixed by competition within the 
industry. The standard costs of an enterprise may be higher or 
lower than the average for the industry, which makes it impossible 
to set prices directly on the standard costs of that enterprise. On 
the other hand, the price structure within the industry may be such, 
because of the economics affecting those products or that industry, 
that standard costs can be used only as a guide to management in 
which case the price conditions themselves, as affected by the con- 
ditions within the industry, are the deciding factors in fixing prices. 
However, with these standard costs available, management and 
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industry knowingly fix the price of their products on a profitable 
or unprofitable basis. 

Income taxes derived in the manner here described become a 
concrete item of cost and appear in the budget as such. When the 
final budget is assembled, management learns of the net profits to 
be earned against the capital employed. Budgets built by this 
method make it possible for management to decide whether net 
earnings are satisfactory in relation to invested capital based upon 
the volume forecast, the desired rate of return on capital having 
been fixed for the anticipated conditions and volume of business. 
In a normal year an enterprise should earn possibly twelve to fif- 
teen per cent on its capital invested, while in a year in which fore- 
casted sales volume is but fifty per cent of normal, the management 
will decide that perhaps four or five per cent return on the capital 
employed is reasonable and satisfactory for that particular enter- 
prise. 

Income taxes should not be included in manufacturing, distribu- 
tion, commercial or administration costs, but should be added to 
costs as a separate item and included in standard costs as income 
tax. Similarly, contingency expense and “other expenses,” such as 
amortization of bond discount, capital stock tax, et cetera, are in- 
cluded in standard costs as separate items. 

Where an enterprise does not have a standard cost system and 
budgetary control, it is nevertheless imperative that such business 
use a similar method of including income taxes in costs. An esti- 
mate must be made of these taxes in some manner, whether it be 
based on past experience or a rough estimate of those profits which 
will likely be earned, and such amounts should be included in costs. 


Applying Income Taxes to Product Lines 


How should total estimated income taxes on the earnings for the 
month and period to date be applied to product in the product profit 
and loss statement? A method of applying income tax in the prod- 
uct profit and loss statements may be the most desirable for one 
particular business yet not at all satisfactory for another. In the 
Armstrong Cork Company it has been found that the estimated 
actual income tax is equitably distributed to commodities when net 
profits earned by the profitable products are used as the basis. Ob- 
viously the losses of unprofitable commodities are deducted from 
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the earnings of the profitable ones in arriving at the total net 
profits for the company. Income taxes are paid in each corpora- 
tion on the basis of the total net earnings. The Armstrong Cork 
Company has experienced difficulty in distributing income tax to 
both profitable and unprofitable commodities and feels at this 
juncture that the most accurate method of applying the estimated 
income taxes for the month and the period to date to the com- 
modity profit and loss statements is on the basis of the earnings of 
each of the profitable commodities relative to their total earnings. 
Several other methods were suggested in meetings of various 
chapters of the National Association of Cost Accountants at which 
this subject was presented during the past year, but each method 
applied to a particular case. It is suggested that each accountant 
use that basis of distribution which best fits his particular problem 
and condition. 

It should be remembered that the standard for income taxes 
should be included in standard costs at the normal sales volume and 
burden absorption point. At this volume all products should be 
on a profitable basis. It is true that all products will not earn rela- 
tively the same amount of profit, but the variation in earnings will 
not be sufficient to distort the basis of absorption to that point 
where the amount of income tax cost will affect the selling price 
and earnings of a particular product sufficiently to become a detri- 
ment to the economic existence and continuance of that product. 
Therefore, it behooves the accountant to find a method of apply- 
ing income tax on an equitable basis to all products in their profit 
and loss statement, regardless of whether they all earn a profit of a 
relative amount. An equitable basis exists in every enterprise. In 
one enterprise it may be units produced or sold ; in another it may 
be manufacturing cost of sales; in another the ratio of invested 
capital in each product; in another normal sales in dollars, et 
cetera. No attempt will be made here to set down a rule for each 
business to follow, as this is impossible, but whatever basis is used, 
it must result in an equitable application of the income tax cost to 


each product. 
Income Taxes on the Profit and Loss Statement 


It is important that the accounting technique set up for including 
income taxes as an item of cost does not interfere with its presen- 
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tation on the profit and loss statement. Legal requirements must be 
met, as income tax must be determined on net profits. It is pointed 
out that the accounting procedure required to include income tax 
as an item of cost must be so formulated as not to interfere in any 
way with its legality. It was noted earlier in this treatise that in- 
come taxes are not a manufacturing cost item and, therefore, do not 
become a part of manufacturing and inventory cost. Income taxes 
cannot be considered as an item of cost until that product is sold 
and, consequently, they do not become a part of inventory cost. 
They do become an item c. cost at the point of sale in the same 
way as distribution, commercial, contingency and “other expense,” 
such as bond discount, bond interest, capital stock taxes and sim- 
ilar items. The amount of such tax absorbed depends upon the rate 
of activity prevailing during the period for which the accounting 
report is being made. The balance not absorbed against standard 
remains unabsorbed and represents the income tax variance from 
standard. 

It should be stated here that care must be taken in determining 
the amount of income taxes to be paid. Where net profits for in- 
come taxes are different from those for operating purposes, it is 
always important that the accountant deal with the former, namely, 
those net profits representing the amount on which income taxes 
are to be paid. 

In order that the cost variation statements for the enterprise, for 
each division of the enterprise and each commodity produced and 
sold, may be properly tied in with the general books, it is neces- 
sary that the cost accountant set up the necessary variation ac- 
counts and account for the standard and actual income tax. 
Through these variation accounts the budget comparison will like- 
wise be tied in with the general books. 


Setting Up the Income Tax Reserve 

Some general ledger accounting is required in connection with 
the handling of income tax in the general accounts. When the ratio 
of income tax to be paid has been determined for varying amounts 
of net profits, it is necessary that the corporation accountant apply 
a ratio in setting up the amount of reserve monthly for the purpose 
of covering the actual income tax at the end of the accounting 
period. Unless the accountant applies the proper ratio and accur- 
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ately determines this reserve, his monthly or periodic statements 
issued to the management will be in error. A reserve for the pur- 
pose of covering this actual income tax should be provided cur- 
rently so that the final net profits reflected for the enterprise, its 
divisions and products will give management true and accurate 
earnings for the period, and there will be no occasion for the 
chief executive to be misled by the accountant’s failure to show the 
proper net profits or losses. This will make it unnecessary for the 
executive to calculate the income tax (perhaps erroneously) before 
he arrives at the net earnings to be transferred to surplus for the 
period. 

The general ledger accounting in respect to federal and state in- 
come taxes in no way conflicts with the presentation of the balance 
sheet and final profit and loss statement to the stockholders and to 
the public. During the past and at present, federal, and in some 
cases state, income taxes have been deducted as a separate item 
before the showing of net profits on the profit and loss statement. 
This is a legal form of presentation of the profit and loss state- 
ment to the stockholder and the public. The accountant shall carry 
the general ledger accounts so as to show the proper amount of 
income tax to be deducted which, though included in costs in the 
same manner as depreciation or similar items, may be shown on 
the final profit and loss statement to the stockholder and the public 
as a separate item and in the same position as in the past. 


Summary 


Upon the occasion of speeches before several of the chapters of 
the National Association of Cost Accountants during the past year, 
it was found that several corporations were treating income taxes, 
both state and federal, as an element of cost. Considerable interest 
has been shown in respect to this subject, and the writer feels that 
measures should be taken by all persons interested in cost account- 
ing and in securing the proper return on capital invested to bring 
about the change necessary to include income taxes in costs which 
can subsequently be passed on to the consumer in the selling price. 
This will aid management in providing adequate earnings from 
which to pay a reasonable dividend to the investor, and at the 
same time accumulate the surpluses which are needed to make busi- 
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ness more nearly economically sound under all manner of con- 
ditions. 

From a study of the earnings, profits and additions to surplus 
over a period from 1926 to 1933 inclusive, it is found that the net 
earnings after income taxes are inadequate and that some means 
should be found of increasing the net return to the investor and the 
business itself over a similar period. Income tax has been a sub- 
stantial deduction in connection with the net earnings of all busi- 
ness. If this tax could be passed on to the consumer so that cor- 
porations would be relieved of it, earnings would be that much 
increased in the future. 

The relative importance of the proposed federal and state income 
taxes to cost of sales, selling prices and net earnings makes it im- 
perative that corporations give immediate consideration to the in- 
clusion of these taxes as an item of cost and an addition to the 
present selling prices. In this way earnings (1) will not be 
further reduced, (2) taxes paid on earnings and surplus will be 
returned to the business, (3) the stockholder will have a satisfac- 
tory return on his capital invested, and (4) ample reserves will be 
created through surplus to cause the business to be economically 
sound. 
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